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In order to assessthe impact of proposed changesto Federa order ClassIII and
IV pricing formulas, the Department has conducted preliminary economic analyses.
While the proposed changeshave effectson ClassIII and |V prices, they also have
effectson the milk supply, product demand, milk allocation, and market prices. These
dynamic effectsimpact all Federa order class pricesaswell.

Scope of Analyses

Most of the preliminary analysesfor the upcoming hearing make use of USDA
Agricultural Baseline Projectionsto 2015 (OCE-2006-1,
http://www.usda.gov/oce/commodity/ag baseline.htm). The baseline projectionsare™a
Departmental consensuson along-run scenario for the agricultural sector.™ Includedisa
national, annual projection of the supply-demand-pricesituation for milk. The USDA
basdine assumes: (1) The Milk Price Support Program (MPSP) will continue unchanged;
(2) The Dairy Export IncentiveProgram will be utilized to the maximum extent allowed
beginning in the 2006107 fiscal year; (3) The Milk Income Loss Contract (MILC)
programwill continuethrough September 2007'; (4) The Federa order system will
remain unchanged.

For most economic impact analysesconducted by USDA-AMS Dairy Programs
in the past, impacts of policy changes have been estimated as changesfrom USDA
basdine. For analysesin this paper, adjustmentsare made to the USDA basedlineto
reflect changes in manufacturing (make) allowancesper the Interim Final Ruleissued by
USDA on December 26,2006. The Interim Final Rule amendsthe make allowancesfor
cheese, butter, nonfat dry milk (NFDM), and dry whey. Specifically, the decision adopts
thefollowing increased make allowances:

cheese $0.1682 per pound
butter $0.1202 per pound
NFDM $0.1570 per pound

dry whey $0.1956 per pound

The changesin make allowanceswere scheduled to become effectivefor ClassIIT
and Class|V pricesFebruary 1,2007. Dueto litigation, existing make allowanceswere
used for the Announcement of Advanced Pricesfor February 2007, announced
January 19,2007. A notice gppeared in that announcement stating the following:

In light of litigation commenced in United States District Court for the
Northern District of Ohio, the manufacturing allowances used to compute
the Federal order minimum advance Class| and ClassII pricesand pricing
factorsin this announcement are the current manufacturing allowances,
rather than the revised manufacturing allowancescontained in the Interim

' Dairy producersare not eligibleto choose September 2007 as amonth for which MILC paymentsareto
be applied. This provisionwasincluded so that it would not be necessary to includeMILC paymentsin the
Federal budget for fiscal year 2007-08.



Final Rule published in the Federal Register on December 29,2006 (71 FR
78333- 78335). As long asthe Interim Final Ruleisnot enjoined asa
result of the litigation, Federal order minimum pricesfor ClassIII and
Class 1V milk for February 2007, aswell asthe Federal order minimum
advanceClass| and ClassHI pricesand pricing factorsfor March 2007 and
thereafter, will be computed using the revised manufacturing

alowances contained in the Final Rule.

For the model scenarios, the Interim Final Rule isassumed to remainin effect
through 2015. Sincethe model isan annual model, the baseline used for the model
scenariosmakes a simplifying adjustment, treating the Interim Final Rule asthough its
effectivedate was set as January 1,2007. Hereafter, al referencesto the baseline in this
paper refer to a USDA baselinethat has been adjusted to reflect make allowancesstated
in the Interim Final Rule.

Throughout the projection period, ClassIII pricesare consistently higher than
Class|V prices. Sincethe mode isan annual mode, a simplifying assumption ismade
that ClassIII and IV pricing factorsare the same as advanced pricing factorsfor Classl|
and II pricing. Therefore, Class| pricesat 3.5 percent butterfat movein lock step with
ClassIII pricesthroughout the projection period. This happensto remain the casefor all
of the scenarios analyzed.

The econometric moded used for these preliminary analysesincludesdemandsfor
fluid milk productsand manufactured dairy products. Demandsfor fluid milk and
manufactured dairy products are functions of per capitaconsumptionand population. Per
capitaconsumptionfor the magor milk and dairy productsare estimated as functions of
own prices, substitute prices, and income. Retail margins are assumed unchanged from
the basdine. Thedemandsfor fluid milk and soft manufactured productsare satisfied
first by the eligiblesupply of milk. The milk supply for manufactured hard productsis
the volume of milk marketingsremaining after satisfyingthe volumesdemanded for fluid
and soft manufactured products. Milk is manufactured into cheese, butter or NFDM
according to returnsto manufacturingin each class. Wholesale pricesfor cheese, butter,
NFDM, and dry whey reflect supply and demand for these products. These manufactured
dairy product pricesunderliethe Federal order pricing system. For model documentation
see http://www.ams.usda.gov/dairy/hearings.htm.

Not all proposalsfor these proceedings are analyzed using the econometric model.
In some cases, more than one interested party has made a similar proposa to changea
particular term or factor. Inthesecases, in the interest of brevity, only one of the similar
proposalsisanalyzed; impactsfor the other similar proposals can be roughly deduced
from theimpacts of the proposalsanalyzed. For some proposals, use of the econometric
model would be inappropriateor problematic. For other proposals, examplesor
descriptive data are provided to analyzethe proposal. For some proposals, no economic
analysisis performed becausethereis insufficientdetail upon whichto perform an
anaysis.



Overview of Modd ScenariosUsed to AnalyzeProposals

Thereareten model scenariosused to analyze proposalssubmitted by interested
parties, labeled scenariosA through J. Table 1 providesa brief description of each
scenario. Proposed changesrelevantto each scenarioare listed in Table 2. Nine-year
average results from the model scenariosare listed in Table 3.

Table |. Scenariosanalyzed using Econometric Model

Scenario Proponent(s) Description
A Agri-Mark Amend make alowancesto reflect new datafrom CDFA
B Dairy Farmersof Americaand Eliminate barrel pricefrom weighted average cheese price
Northwest Dairy Association calculation
C Dairy Producers of New Mexico Changeyield factorsin protein price formula
. . Changeyield factorsfor butterfat and nonfat dry milk (NFDM)
D | Dairy Producersof New Mexico in addition to yield factorsin protein price ,
E Dairy Producers of New Mexico Changebutterfat yield factor to 1.211
F Dairy Producersof New Mexico |  Change price seriesto CME for cheese, butter, and NFDM
G Dairy Producersof New Mexico Set makeallowancesat we|grs1ttlejgi ;iverages provided by Cornell
H Dairy Producersof New Mexico Establisha separate butterfat pricefor ClassIII
| International Dairy Foods Eliminate three cent adjustment on barrel pricein weighted-
Association average cheese price calculation
Nationa Milk Producers . ,
J Federation Establishenergy adjusters for make allowances




Table 2. Changes proposed to Federal order formulas

. Scenario A B Cc D E F G 1 ]
Proponent Units | Basdline | Agri-mark DFA/NWDA DPNM_DPNM_DPNM_DPNM_DPNM _IDFA NMPF
Changefrom Baseline
Changesto Pricing Factors
Make Allowances
Butter $/pound 0.1202 0.0014 -0.0094 0.0007
NFDM $/pound | 0.1570 | 0.0092 -0.0160 0.0012
Cheese $/pound | 0.1682 0.0029 -0.0044 0.0005
Whey $/pound | 0.1956 | 0.0000 -0.0458 0.0013
Protein Price
Protein Yidd factor 1383 } : 0.022 0.022
Butterfat Yield factor 1.572 0.081 0.081
Butterfat recovery factor : 0.90 ' 004 004
Cheese price adjustment $/pound -0.0087 0.0056 -0.0169
Butterfat Price
Butterfat Yield factor : 1.200 0.020 0.011
Butter price adjustment $/pound 0.0183
Nonfat Solids Price
Nonfat solidsyield factor 0.99 0.03
NFDM price adjustment $/pound : 0.0397

Scenario H by Dairy Producers of New Mexico:

Class1II butterfat price = (cheese price-0.1682 )X 1.572
Protein price= (cheese price - 0.1682) X 1.383
If the Class IV priceis higher than the Class11I price
then: Class| butterfat price= ClassIV butterfat pricing factor + (applicable Class| differential divided by 100)
else: Class| butterfat price = Class1II butterfat pricing factor -+ (applicable Class | differential divided by 100)
If theClass IV priceis higher than the Class1Il price
then: Class | skim price= Class |V skimmilk pricingfactor + applicable Class | differential
else: Class] butterfat price= ClassIH skim milk pricingfactor *+ applicable Class| differential
All other formulas are the same as those applicable to the Interim Fina Rule of December 26,2006

! Average changes in make allowancesare listed for the NMPF proposal.



Table 3. Model Results for Proposed Class 111 and Class IV Pricing Changes

Nine-year averages, 2007 through 2015

Scenario ! Basgline? A B C D E F G H | J
Proponent Agri-mark DFA/NWDA  DPNM  DPNM ~ DPNM  DPNM  DPNM  DPNM IDFA NM PF
Units Change from Baseline
F.O. Minimum Prices, 3.5% BF
Class| $lowt 16.35 0.00 -0.05 0.13 0.06 -0.02 -0.06 0.15 -0.30 -0.10 0.00
Classll $lowt 12.68 -0.06 0.03 -0.09 0.12 0.03 0.30 0.01 0.34 0.07 0.00
Classlil $/cwt 13.64 0.00 -0.05 0.13 0.06 -0.02 -0.06 0.15 -0.30 -0.10 0.00
Class1v $/ewt 11.98 -0.06 0.03 -0.09 0.12 0.03 0.30 0.01 0.34 0.07 0.00
Blend $lewt 14.28 -0.01 -0.03 0.07 0.07 0.00 0.03 0.11 -0.32 -0.05 0.00
F.O. Minimum Prices at Test :
Class1 $/ewt 13.95 -0.01 -0.06 0.16 0.08 -0.03 -0.04 0.20 -0.86 -0.12 0.00
Class1l $/ewt. 20.46 -0.02 0.08 -0.19 0.04 0.08 0.23 -0.15 0.74 0.15 0.00
ClassIll $lewt 13.61 0.00 -0.05 0.13 0.06 -0.02 -0.06 0.15 -0.32 -0.10 0.00
Class IV $/cwt 13.45 -0.05 0.05 -0.14 0.09 0.05 0.30 -0.06 0.55 0.11 0.00
Blend $iewt 14.63 -0.01 -0.03 0.07 0.07 0.00 0.03 0.10 -0.27 -0.05 0.00
NASS Wid. Avg. Product Prices .
Cheddar $/pound 1.4713° 1 0.0026 0.0029 -0.0075 -0.0140 -0.0019 -0.0105 -0.0145 0.0290  0.0057  0.0011
Butter $/pound 1.5630 0.0067 0.0074 -0.0185 -0.0363 - -0.0052 -0.0279 -0.0372 0.0710  0.0142  0.0022
NFDM $/pound 0.8456 0.0001 0.0004 -0.0011 -0.0010 0.0001 -0.0001 -0.0015 0.0048  0.0009 0.0001
Whey $/pound 0.2765 0.0003 0.0004 -0.0010 -0.0018 -0.0002 -0.0013 -0.0019 0.0038  0.0008  0.0001
Retail fluid milk price3 $/gal. -0.0008 -0.0055 0.0141 00072  -0.0027 - -0.0036 0.0173  -0.0738 -0.0107 -0.0003
Component Prices
Protein $/pound 2.3759 -0.0078  -0.0278 0.0707  0.0413 -0.0161 -0.0036 0.0025 -0.5335 -0.0540  0.0001
Butterfat * $/pound | 1.7313 0.0063 0.0088 -0.0223 -0.0154 0.0095 -0.0115 -0.0334 0.0853  0.0171  0.0017
Class 11 butterfat (Scenario H) | $/pound ' : 0.3628 -
Other solids $/pound 0.0834 0.0003 0.0004 0.0010 -0.0018 -0.0002 -0.0013  0.0452  0.0039  0.0008 -0.0012
Nonfat solids $/pound 0.6817 -0.0090 0.0004 -0.0011  0.0197  0.0001 0.0392  0.0144  0.0047  0.0009 -0.0011
Table 3 continued on next page



Table 3 Continued. Model Resultsfor Proposed ClassHI and Class IV Pricing Changes
Nine-year averages, 2007 through 2015

Scenario Basdine A B C D E F G H | J
Proponent Agri-mark DFA/NWDA DPNM __ DPNM__ DPNM___ DPNM__ DPNM__ DPNM IDFA NMPFE
Units Changefrom Baseline
Skim Milk Prices
Class| skim price $lowt 105671 | -0.0222 -0.0839 02131 01174 -00514 -00188 02746 -16308 -0162Z -0.0071
ClassII skim price $/ewt 6.8352 | -0.0808 0.0039 -00098 01771 00007 03524 01292 00426 000110 -0.0098
ClassIII skim price $/cwt 78571 | -0.0222 -0.0839 02131 01174 -0.0514 -0.0188 02746 -16308 -0.1627 -0.0071
Class IV skim price $/cwt 6.1352 | -0.0808 0.0039 -00098 01771 00007 03524 01292 0.0426 0.0080 -0.0098
Federal Order Class Uses
Class| mil. pounds| 45,892 1 7 -18 -9 3 4 -2 92 13 0
ClassIt mil. pounds| 17,464 5 -17 12 -8 -17 -51 34 -162 -32 -1
ClassIil mil. pounds| 51,122 -6 -8 20 34 4 24 37 -78 -15 -4
ClassIV mil. pounds| 15,597 -10 -35 87. 74 -6 10 121 -352 -67 5
Total FO. Marketings mil. pounds| 130,075 -10 -52 132 91 -16 -13 169 -500 -101 -10
Federal Order Cash Receipts mil. $ 19,040 -16 -42' 106 101 -4 33 158 -422 -81 -2
All Milk Price $lowt 14.73 0.00 -002 0.05 0.03 -0.01 0.00 0.07 -0.18 -0.04 0.00
Milk Cows 1000s 8,884 -1 -2 6 5 -1 0 8 -23 -5 0
Yield per Cow pounds 21,660 -1 -3 7 5 -1 0 9 -26 -5 -1
U.S. Marketings® mil. pounds| 191,649 -19 -76 191 150 -18 4 255 -734 -147 -15
Government removals of NFDM mil. pounds| 282 -1 -3 8 6 -1 1 11 -31 -6 0
U.S. Producer Revenue® mil. $ 28274 -11 -47 116 85 -12 -1 158 -447 -91 0

! SeeTable1 for brief descri ption of scenarios.

? For these analyses, the baseline reflects adj ustments 'fromthe published USDA basdlineto reflect changesin manufacturing (make) allowances per the Interim Final Rule issued by
USDA on December 26,2006.

* Retail fluid milk pricesare not projected inthemodel. Projected impactsare calculated by multiplyingthe Class| price per pound at test by 8.62 pounds of milk per gallon.

* For all scenarios except Scenario H, the butterfat price applies to both Class 11 and ClassIV butterfat.

* U.S Marketingsdiffers from U.S. milk production due to farm use of milk.

% U.S Producer Revenue includes Milk Income Loss Contract paymentsfor 2007.



Proposalsby Agri-Mark Dairy Cooper ative(Agri-Mark)

Proposal to amend manufacturing allowancesbased upon record evidence that may includethe
most current plant cost survey information available (Scenario A).

Make allowancesasissued through the Interim Final Rule of December 26,2006 were
based on data from two studies: Cost of Processingin Cheese, Whey, Butter and Nonfat Dy
Milk Plants, by Mark Stephenson, Ph.D., Comell Program on Dairy Marketsand Policy,
September 1,2006 (Cornell data) and Weighted Average Manufacturing Costs for Buitter,
Nonfat Powder, Skim Whey Powder and Cheddar Cheese, California Department of Food and
Agriculture, Costsfor Calendar Y ear 2004, Amended January 2006 (CDFA datathrough
2004). To determine make alowances, the datafrom both studieswere weighted by product
poundsfor cheese, NFDM, and butter. Only the Cornell datawas used to determine the make
allowance for dry whey.

In November 2006, CDFA released Summary of Weighted Average Manufacturing
Costs for Butter, Nonfat Powder, Cheddar Cheese, and Skim Whey Powder (CDFA data
through 2005). Also, on February 2,2007, NASS released a Dairy Products report that
includesvolume estimatesof dairy products produced through December 2006.

For Scenario A, make allowanceshave been adjusted to reflect updated California
manufacturing costs asindicated by the CDFA datafor the calendar year 2005 (Table 4).
Make alowances are computed using CDFA and Cornell dataweighted by product volumes
of American cheese, butter, and NFDM in Californiaand the U.S outside of Californiafor
2006. In being consistent with the method used for the interim final rule, no change ismadeto
the make allowance for dry whey since CDFA dataare not used. Scenario changes are listed
inTable2. A summary of resultsof an econometric analysis of thisproposal isfound in
Table 3.

Incorporation of the most recent CDFA cost dataand 2006 weighting resultsin small
variationsfrom baselineforecasts. Slight decreasesin protein and nonfat solids priceslower
the skim priceacrossall classes. Thisresultsin an average $0.01 per cwt. decreasein the
Federal order blend price. Dairy product pricesincreasedightly. Thereisno changeinthe
averageall-milk price over the nine-year period.

Proposal to amend the Class IIT and Class|V _product formulasannually based on an annual
manufacturing cost survey of dairy product manufacturing plants.

Under this proposal, manufacturing allowanceswould be set at levelsthat would alow
plantsto recover costs based upon minimum percentagesof ClassIII and ClassIV milk
volumes. Thereare no specific percentagesstated in the proposal, and the proposal does not
state a specific method for determining minimum percentages. Dairy Programs has not
performed an economic analysisrelevant to this proposal.



Table 4. Calculation of Make Allowancesfor Scenario A

Cheese

Weighted average cost, Cheddar cheese, $/pound:
CDFA Study ' 0.1914
Cornell Study 2 0.1638

2006 volume,’ American cheese, 1000 pounds:
Cdlifornia 822,230

NFDM

Weighted average cost, $/pound:

U.S. other than California 3,115,858|
us 3,938,088

Weighted average cost per pound:

Before sales and administrative costs 0.1696

Salesand administrativecosts 0.0015|
Scenario make allowance 0.1711]
Whey

Weighted average cost, ¥pound:

Cornell Study 0.1941

Salesand administrativecosts 0.0015

Scenario make allowance 0.1956

CDFA Study--medium cost plants 0.1872
Cornell Study * 0.1423
2006 volume, 1000 pounds:

Cdifornia 613,240
U.S. other than California 614,304]
us 1,227,544
Weighted average cost per pound

Before salesand administrative costs 0.1647
Seles and administrativecosts 0.0015|
Scenario makeallowance 0.1662|
Butter

Weighted average cost, ¥/pound:

CDFA Study 0.1408
Cornell Study 0.1108
2006 volume, 1000 pounds:

Cdlifornia 448,590
U.S. otherthan California 995,674
us 1,444,264
Weighted averagecost per pound:

Before salesand administrative costs 0.1201
Salesand administrativecosts _..0.0015
Scenario make allowance 0.1216

! Summary of Weighted AverageManufacturingCostsfor Butter, Nonfat Powder, Cheddar Cheese, and Skim Whey

Powder, Jan.-Dec. 2005 data, released November 29,2006

? Cost of Processing in Cheese, Whey, Butter, and Nonfat Dry Milk Plants, by Mark Stephenson, Cornell Program on

Dairy Marketsand Policy, September 2006

* Sourcefor dl volumes: USDA, National Agricultural Statistics Service, 2006 values
* Thetext of the Cornell study indicatesthat the weighted average NFDM manufacturing cost is$0.1410 per pound.

Thiswascorrected to $0.1423 per pound &t a previous hearing.




Proposal to adiust the protein priceto reflect the |lower price for whev butter.

The proposal did not state a specific adjustment or provide a source of datafor
determining the price of whey butter. Dairy Programsis unableto perform an economic
analysisrelevant to this proposal.

to lower the adjustment to the barrel price contained in the protein vrice formula
fiom 3 centsto 1.5 cents.

This proposal would lower the adjustment to the barrel price contained in the protein
price formulafiom 3 centsto 1.5 cents. Thisproposa issimilar to aproposal by Internationa
Dairy Foods Association (IDFA) that would eliminatethe barrel price adjustment altogether.
Sinceimpactsof this proposa are roughly half of the of IDFA proposa, to avoid redundancy,
Dairy Programshas only analyzed impactsof the IDFA proposal.

Proposal to use a combination of weekly NASS and CM E price seriesto determine the cheese
priceto be used in the ClassIII and Class |V product price formulas.

It appearsthat the proposa isintended to align Federa order milk prices more closely
with CME cheese prices, not to changethe averagelevel of milk prices. Therefore, andysis
using the econometricmodel does not apply. Dairy Programshas not performed an economic
analysisrelevant to this proposa.

Proposal by Dairy Far mersof America(DFA)

Proposal to change butterfat vield factor to 1.215.

This proposal would change afactor in computing the butterfat price fiom 1.2 to 1.215.
The proposal by DFA claimsthat the Department made a mathematical error in calculating
butterfat shrink. Thisproposa isvery similar a proposal fiom Dairy Producers of New
Mexico (DPNM). Like DPNM, DFA claimsthat an error was made in the formula currently
used by USDA rdativeto butterfat shrink calculation. However, DFA claimsthat the factor in
the butterfat formula should be 1.215 instead of 1.211, as proposed by DPNM. Whilethe
proposa submitted by DPNM has a'cal cul ationexplanation, the DFA proposal does not.
Dairy Programshas only analyzed impactsof the DPNM proposal.

Proposal by Dairy Farmersof Americaand Northwest Dairy Association (NWDA)

Proposal to removethe barrel cheese price as a component of the protein price formula
(Scenario B).

Over the seven-year period fiom 2000 through 2006, eliminatingthe barrel price from
the protein price formulawould have reduced the average cheese price cal culation by $0.0087



per pound on average. Using the 84 monthly observationsfrom each time series (with and
without theincluding the barrel prices), at-test comparing the average cheese pricesindicates
that this differenceissignificantly different from zero, with at-statisticof 4.80. Thereisa
probability near zero that the differenceisonly dueto random variation in each dataseries.

An econometric analysiswas performed for this proposa and islabeled ScenarioB. In
the model, $0.0087 per pound was subtracted from the baseline cheese price to determinethe
impact to the dairy industry. A summary of resultsof an econometric analysisof this
proposd isfound in Table 3.

Thesimulation of cheese pricing based on only the block price directly affectsthe
protein pricing formula. In turn, thisproposal lowersthe Class| and ClassII prices. With
lower milk prices, the milk supply contractsand dairy product pricesrise. Average declinesof
$0.03 per cwt in the Federal order blend price and $0.02 per cwt in the all-milk price from
baseline projectionslead to a slight decreasein marketings over the projection period.

Proposalshby Dairy Producer sof New Mexico (DPNM)

TheDPNM proposals are andyzed using six scenarios, C through H. While DPNM'’s
proposed languageincludesal of the proposalsworking together, separatemodel runsare, for,
the most part, used in order to illustrate the effects of the proposals. The exception is Scenario
D, which combinesa proposal dealing with protein yield factorswith proposalsto increase
yield factors in the butterfat and nonfat solidspricing formulas.

Prooosal to amend the protein vield factors (Scenario €).

This proposa would amend the protein yield factors contained in the protein price
formula. An econometricanalysiswas performed for this proposal and is labeled as Scenario
C. Proposed changesarelisted in Table2. A summary of resultsof an econometricanalysis
of this proposal isfound in Table 3.

Changingthe protein yield factorsas proposed by DPNM, effectively increasesthe
protein price, which inturn increasesClass| and ClassIH prices. With higher milk prices,
milk production increasesand dairy product pricesfall. Increasesin Class| and ClassHI
pricesare partially offset by falling ClassII and Class |V prices, resultingin averageincreases
of $0.07 per cwt in the Federd order blend priceand $0.05 per cwt in the al-milk price.
Federd order Class| usefallsan average 18 million pounds. Marketingsincreaseby 132
million poundsin Federal ordersand by 191 million poundsin the U.S. on average over the
projection period.

Pr toch ield factorsfor butterf nonfat soli i0D).
The proposalswould eliminatethe farm-to-plant shrink factor for butterfat and

increasetheyield factor for nonfat solids. An econometric analysis|abeled as Scenario D
includesthe same changes as Scenario C with the additional elimination of farm-to-plant
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shrink for butterfat and the proposed adjustment to the yield factor for nonfat milk solids.
Proposed changesare listed in Table 2. A summary of resultsof an econometricanalysis of
this proposal isfound in Table 3.

Changesto theyield factorsin the butterfat and nonfat solids price formulas counteract
some of the effects of the protein price yield factor changescarried over from Scenario C.
With Scenario D, the increasein butterfat price contributesto asmaller increasein the protein
price than with Scenario C, resulting in a smaller increasein the ClassIiI price compared to
Scenario C. With Scenario D theall-milk priceincreasesabove the baselinelevel by an
averageof $0.03 per cwt compared to an average of $0.05 per cwt with Scenario C. This
reflectsthe larger declinein the butter pricein Scenario D compared to ScenarioC. On
average, total Federal order marketingsrise, although Class| and ClassII use show adlight
decrease in the forecast period.

Proposal to change butterfat vield factor to 1.211 (Scenario E).

DPNM claimsthat an error was made in the formulacurrently used by USDA for the
butterfat price relative to butterfat shrink calculation. DPNM proposeschangingtheyield
factor in the butterfat formulafrom 1.2 to 1.211. An econometric analysiswas performed for
this proposal and islabeled as Scenario E. Thisisan aternativeto DPNM’s preferred
elimination of butterfat shrink in the formulaaltogether, which would havethefactor at 1.22.
A summary of results of an econometric analysisof thisproposal isfound in Table 3.

Theincreasein the butterfat yield factor increasesthe butterfat price, loweringthe
protein pricein the Federal order formula. While ClassII and Class|V pricesrise, Class| and
Class1II pricesfdl. Theeffectsare offsetting. Thereisno change in the Federal order blend
price for the nine-year average. Theall-milk pricefalls by $0.01 per cwt on average over this

period.
Proposal to use CME pricing seriesfor cheese, butter. and NFDM (Scenario F).

Under thisproposal, monthly CME priceswould replace NASS pricesfor cheese,
butter, and NFDM. For cheese, only the CME pricefor blockswould be used. Sincethereis
no CME pricefor dry whey, the NASS pricewould continueto be used. Over the seven-year
period from 2000 through 2006, CME prices on average were higher than weighted-average
prices used in product price formulasby the following amounts:

cheese $0.0056 per pound
butter $0.0183 per pound
NFDM $0.0397 per pound

Using 84 monthly observationsfor each time series, t-testswere performed comparing
weighted-average NA SS priceswith average CME prices. For cheese, the differenceis of
guestionablesignificance, with at-statistic of 0.76. Thereisa0.45 probability that the
differenceisdue solely to random variation in two priceseries. For butter and NFDM the
differencesare statistically significantly different from zero, with t-statistics of 3.32 and 6.55
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respectively. Probabilities are near zero that these differencesare due to random variation. An
econometric analysis was performed for this proposal and islabeled as Scenario F. Inthe
model, historical differences between CME pricesand NASS priceswere subtracted from the
basdline pricesto determinethe impact to the dairy industry. Product price changes based on
these historical differencesare listed in Table2. A summary of results of an econometric
analysisof thisproposal isfound in Table 3.

With Scenario F, Class1I and Class|V pricesarethe most affected, dueto increased
butterfat price and nonfat solidsprices. Total Federal order marketingsfall during the forecast
period, attributed mostly to a decreasein ClassII use. Inthe protein price formula, the
increase in the butterfat price more than offsetsthe increasein the cheese price, causing the
protein priceto fall. ClassIll and Class| pricesfall, offsettingthe increasesin the Class1l
and Class |V prices. The Federal order blend pricerises by an average $0.03 per cwt, but the
averageal-milk priceis unchanged over the nine-year projection period.

It isimportant to notethat if CME priceswere used to set Federal order minimum
prices, an increasein trading on the CME exchange could occur. The analysisisunableto
capturerelated effects, asthe existing model equationsare based upon the existing market
structure.

Proposal to amend the manufacturing allowancesfor butter, NFDM, and cheeseto match
weighted averagetotal costs aspresented bv Cornell study (Scenario G). -

The proposal would amend the manufacturing allowances for butter, NFDM, and
cheeseto match weighted averagetotal costs as presented in the Cornell study:

butter $0.1108 per pound
NFDM $0.1410 per pound
cheese $0.1638 per pound
whey $0.1498 per pound

The make allowancefor dry whey isequal to weighted averagetotal cost cited in the study for
NFDM plusadditional energy costs of $0.088 per pound. An econometricanaysiswas
performed for this proposal and islabeled as ScenarioG. Proposed changesarelistedin Table
2. A summary of resultsof an econometric analysis of thisproposal isfound in Table 3.

Lowering the make allowancesresultsin higher milk prices. Producersrespond by
increasingU.S marketingsby an average 255 million pounds, resultingin lower dairy product
prices. Butter hasthe largest decrease of the dairy products, $0.0372 per pound. ClassII and
Class|V pricesat test fall duetotheir relatively high butterfat contents. Theall-milk price
rises by an average $0.07 per cwt over the projection period.

Proposal to Establish a Separate Class 111 Butterfat Price (Scenario H).

Currently, the ClassIII and Class |V Federa order prices use the same butterfat price
derived from the butter price, amakeallowance, and ayield factor. Thisproposa callsfar an
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adoption of a separate ClassIII butterfat price based upon the price of cheese, a make
allowance, and ayidd factor. The Class|V butterfat pricing formulawould remain the same
asthe butterfat pricing formula now used to price ClassIII and Class 1V butterfat. The protein
price would be solely based upon the cheese price, a make alowance, and ayield factor.

Whilethe proposed changesto the ClassHII and Class |V butterfat and protein prices
are straightforward, the proposal is unclear concerning the advanced pricing factor to be used
in the Class| price calculation. For § 1000.50 (q) (3), DPNM has proposed using an
"advanced butterfat price...calculated by following the procedureset forth in paragraph (1) of
this section.” DPNM’s proposed paragraph (1), however, includes both a Class III butterfat
priceand aClass|V butterfat price.

For the first two months of 2001, USDA used a separate butterfat price for ClassIII
that was congtructed in a similar manner to that advanced by this proposal. At that time,
USDA usad the higher of a ClassIII or Class|V advanced price to determine which butterfat
and skim pricesto use. Thisapproachisused in econometric ScenarioH to analyze this
proposal.” Proposed changesare listed in Table2. A summary of resultsof an econometric
analysisof this proposa isfound in Table 3.

The proposal hasthe primary effects of loweringthe protein price and raisingthe
butterfat price used for ClassIII pricing. Over the nine-year period, the protein pricefalls by
$0.5335 per pound on average. The Class1II butterfat pricerisesby an average $0.3628 per
pound abovethe basdline butterfat price average. Theoveral effect of the decreasein the
protein price morethan offsetsthe increasein the ClassIII butterfat price. With lower milk
prices, milk supply decreasesand dairy product pricesincrease. Higher butterfat and nonfat
solids pricesresult in higher Class1I and Class1V prices. Theall-milk pricefallsby an
average $0.18 per cwt, and producer revenuefalls by an average $447 million per year over
the nine-year projection period.

P t Enh NA rv

Under this proposal, the National Agricultural StatisticsServicewould conduct a
periodic survey of total milk components purchased and prices paid for those components.
Sinceimplementation of this proposal concernsinformation-gathering, no economicanalysis
was conducted relevant to this proposal.

2 DPNM statesthat they advocate adoption of this proposal " dependingin large part on the pending Class1/11
hearing." The proposal advocated by National Milk Producers Federationin that hearing uses a significantly
different approach.
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Proposal to adjust the protein priceformulato reflect the lower value and reduced volume of
butterfat recoverableas wheyv cream.

Sincethe proposd did not state a specific adjustment or provide a source of datafor
estimating the lower value and reduced volume of butterfat recoverableas whey cream, Dairy
Programshas not performed an economic analysisrelevant to this proposal.

Proposal to eiminate the 3-cent barrel price adjustment contained in the protein pricé formula
[Scenario D).

Eliminatingthe 3-cent additionto the barrel pricewould lower the weighted-average
cheese price usad in the protein formula. The amount of reduction depends upon the volumes
of blocksand barrelssold. Over the seven-year period from 2000 through 2006, without the
3-cent addition to the barrel price, the weighted average cheese price would have been .
$0.0169 per pound lesson average. In the model, this$0.0169 differencewas subtracted from
the baseline cheese priceto determinethe impact to the dairy industry. An econometric
analysiswas performedfor this proposal and is labeled as Scenariol. A summary of resultsof
an econometricanaysisof this proposa isfound in Table 3.

Eliminating the barrel adjustment effectively lowersthe cheese price used in
calculatingthe protein price. A lower protein pricetrandatesinto lower Class! and ClassIII
prices. The Federd order blend pricefallsby $0.05 per cwt., and the all-milk pricefalls by
$0.04 per cwt. Tota marketingsdeclinedlightly. Thistightening resultsin increased dairy
product pricesover the projection period. The higher dairy product pricesresult in asmall
decrease in demand for manufactured dairy products. With adecreasein the Class| price,
thereisasmall increasein Class | use.

Notethat based on historical data, €liminatingthe three-cent adjustmentto barrelsin
the cheese price calculation isa change of about twicethe magnitude ($0.0169 per pound) as
change of eliminatingthe barrel price from the cheese price ca culation altogether as proposed
by DFA and NWDA (Scenario B, $0.0087 per pound). Asmay be expected, the results of
Scenariol areindeed about twice the magnitude of the changesfor Scenario B.

Proposal by MaineDairy Industry Association (MDIA)

Proposal to incorporate a factor to account for any monthly spread between component price
calculationsfor milk and a competitive pay pricefor equivalent Grade A milk.

Implementation of this proposa would require use of a plant survey that doesnot exist
at thistime. Also, the proposal, does not state exactly how the factor would be computed. For
these reasons, Dairy Programsis unableto conduct an economic impact analysisof this
proposal.



Proposal by National All-Jersey Inc. (NAJ)

Proposal to eiminatethe other solidsprice add the equivalent value of dry whey to the protein
price formula.

This proposa would have the effect of raising the protein price and eliminating the
other solids price. The change would be expected to have virtually no effect on the ClassIil
skim milk price since eiminating the other solids price very closdly offsetsthe proposed
protein priceincrease. Likewise, therewould be virtually no effect on the Class| price based
on the advance ClasslII price. Below, the ClassIII skim milk formulasunder the Interim
Final Rule and the proposal aresimplified. When rounded to the nearest cent per cwt, the
proposed formulawould usually havethe same result asthe Interim Final Rule formula.

ClassIII skim milk priceformulaunder Interim Final Rule

= protein pricegr X 3.1+ other solidspricerr X 5.9
= protein pricerrr X 3.1+ [(whey price-0.1956) X 1.031X 5.9
= protein pricerrr X 3.1+ 6.077 X whey price— 1.188612

Proposed Class IIT skim milk price formula

= [protein pricegr t (Whey price-0.1956) X 1.961 X 3.1+0
= protein pricer X 3.1+ (1.96 X whey price-0.0383376) X 3.1
= protein pricerr X 3.1+ 6.076 X whey price— 1.1884656

where protein price g = the protein price as computed per Interim Final Rule
other solids pricerrr = the other solids price as computed per the Interim Final Rule

Sincethe ClassHI skim milk price doesnot changefor this proposal, no significant
impactsare expected for ordersthat have pricing on abutterfat-skim basis. For orderswhere
producer milk pricing is on a component basisthere would be someimpacts. Producerswould
see changesin their milk checksdue to changesin the valuation of component levelsin their
milk.

Distributional effectsamong producerswould occur in Federal orderswith component
pricing of producer milk. Some conceptual examplesare used to illustratethe effectsof the
proposal. Table 5 providesan exampleof component prices under the Interim Final Rule and
under theNAJ proposal. Using these component prices, minimum Federal order protein and
other solidsvauesare computed for five producers(Table6). Federal order formulasand this
proposal assume"' standard™* levelsof 2.99 percent protein and 5.69 percent other-solidsfor
producer milk. Producer 1, who has protein and other solids content at standard levels, has no
changeintotal protein and other solidsvaluation. For Producer 2, with a protein level above
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Table 5. Exampleof Component Prices Under Interim Final Rule and Nationa All-Jersey (NAJ) Proposal ($ /pound)

Component prices

Product Price Examples Interimfinal rule NAJ proposal
Butter 1.2693 Butterfat 1.3789 1.3789
Cheese 13123 Protein 2.2346 259%0,
Nonfat dry milk 0.9837 Other solids 0.1899 0.0000
Whey 0.3800 Nonfat solids 0.8184 0.8184

Table6. Examples: Outcomesfor Five Producerswith NAJ Proposal Without Accountingfor Changesin Producer

Price Differential

Producer 1--"Standard" component levels

Scenario
Quantities Interim Final Rule NAJ proposal
Percent of FMMO FMMO
total _ Minimum Minimum
Quantities  pounds $/pound _Value (§) | $/pound _Value($)
Protein pounds 2,990 2.99|Protein price 2.2346 6,681] 25960 7,762
Other solids pounds 5,690 5.69|Other solids price 0.1899 1,081] 0.0000 0
Total milk pounds 100,000 Tota protein and
other solidsvalue 7,762 7,762
Per cwt. 7.76 7.76
gainor
((loss) 0.00
Producer 2--Protein level abovestandard
Scenario
Quantities InterimFinal Rule NAJ proposal
Percent of FMMO FMMO
total Minimum Minimum
Quantities  pounds | $/pound Value (8) | $/pound _Value(s)
Protein pounds 3,090 . 3.09|Protein price 2.2346 6,905 2.5960 8,022
Other solids pounds 5,690 5.69|Other solids price 0.1899 1,081 0.0000 0
Total milk pounds 100,000 Total protein and
other solidsvalue 7,985 8,022
Per owt. 7.99 802
‘ gainor
{(loss). 0.04
Producer 3--Proteinlevel below standard
Scerario
Quantities Interim Final Rule NAJ proposal
Percent of FMMO FMMO
total Minimum Minimum
Quantities  pounds $/pound Value (§) | $pound _Value($)
Protein pounds 2.89 Protein price 2.2346. 6,458} 2.5960 7,502
Other solids pounds 5.69 Other solidsprice 0.1899 1,081 0.0000 - 0
Tota milk pounds 100,000 Total proteinand
other solidsvaue 7,539 7,502
Per owt. 7.54 7.50
gainor
(loss) (0.04)
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Table 6 continued

Producer 4--Other Solids Above Standard

Scenario
Quantities Interim Final Rule NAJ proposa
Percent of FMMO FMMO
total Minimum Minimum
Quantities  pounds $/pound Value (§) | $/pound _Value(s$)
Protein pounds 2,990 2.99|Protein price 2.2346 6,6811 2.5960 7,762
Other solids pounds 5,900 5.90]Other solids price 0.1899 1,120 0.0000 0
Total milk pounds 100,000 Tota proteinand
other solidsvalue 7.802 7,762
Per cwt. 7.80 7.76
/ . gain or
. (loss) (0.04)
Producer 5--Other Solids Below Standard
Scenario
Quantities Interim Final Rule NAJ proposa
Percent of FMMO FMMO
total Minimum Minimum
Quantities - pounds $/ ound Vaue $ $/pound Value(s)
Protein pounds 2,990 2.99|Protein $/pound Value ($)
Other solids pounds 5,490 5.49| Other sqiitiseprice 0.2898 6,683 02.5060 7,769
Total milk pounds 100,000 Total proteinand 0.1899 1,043
other solidsvalue 7,724 7,762
Per cwt. 7,724 7.76
) 7.72|gainor
(loss) 0.04

standard and holding the other solidslevd at standard, thetotal protein and other solids
valuation for the producer increasesunder the proposal. For Producer 3, with protein level
below standard and holdingthe other solidslevel at standard, thetotal protein and other solids
valuation for the producer decreasesunder the proposal. The opposite situationswould exist
when the other solidslevel isvaried from standard (Producers4 and 5).

Proposal by National Milk Producer s Feder ation (NMPF)

Pr toincor monthly ener adjuster in comvutinn m lowan

Scenario J

r

This proposa was presented by NM PF at the Reconvened Hearing concerning Class
IIT and Class|V make allowances during the week of September 14,2006. Make allowances
would be updated monthly based on values of the Producer Price Indices (PPIs) for industrial
electricity (series WPU 0543) and industrial natural gas (series WPU 0553) as published by
the Bureau of Labor Statistics, U.S. Department of Labor (http://www.bls.g.ov/datal).

The Energy Information Administration (EIA) of the U.S. Department of Energy has
published projectionsfor industria e ectricity and industrial natural gas pricesin its Annual
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Energy Outlook 2007 (http:/www.eia.doe.gov/oiaf/ago/index.html). They also provide
historicai daia for-inese prices (nitp://www.eia.doe.gov/). Tne hisioricai daia, asexpecied, IS
highly correlated with the associated PPIs. Table 7 displaysresults of regression analyses
using the PPIsas dependent variablesand the historical pricesreported by EIA as explanatory
variables. Theequationsexplain over 95 percent of the variation in the PPIs, as measured by
R-squares. Using the price projectionsprovided by EIA, PPIs can be projected through 2016
(Table8 and Figure 1). Electricity pricesare expected to riseslightly from their 2006 levels,

reaching a pesk in 2008, and then fall through 2015. Natural gas prices are expected to fall
from their 2006 levels through 2015.

Table 7. Producer Price Indicesfor Industrial Electricity and Industrial Natural Gas

Dependent variable Parameter Estimate  t-Vaue Pr > || R-Square
PPI, WPU 0543,
industrial electricity  Intercept 2116 297 0.0128
Industrial electricity price reported by EIA ' 815 16.70 <.0001 0.9621
(12 observations, 1994-2005)
PPI, WPU 0553,
industrial natural gas Intercept 471 051 0.6210

Industrial natural gas price reported by EIA 31.19 1847 <.0001 09771
(9 observations, 1997-2005)

! EIA = Energy Information Agency, U.S. Department of Energy

The monthly make allowance adjustmentsproposed by NMPF are calculated as
follows:

Make allowanceadjustment =

[(WPU 0543 PPl cymeny WPU 0543 PPl pase) -1] * electricity cost ase
+ [(WPU 0553 PPl current WPU 0553 PPl pase) -1] * natural gas cost vese

The order languagethat NMPF proposed was based on data from the CDFA study and
data supplied by the Rural Business Cooperative Data Service (RBCS) study. Both studies
covered plant costsfor the calendar year 2004. Make allowancesfrom the Interim Final Rule
are based upon datafrom the Cornell study and the CDFA study. The RBCS study was not
used. Dr. Roger Cryan of NMPF in histestimony for that hearing states:

The energy costsin theRBS and CDFA surveysarefor 2004. Dr.
Stephenson has made cal culationsto expressthe energy costs containedin his
survey in 2005 prices. Using the same PPIswe are discussing, the Stephenson
data(if it ismade availableto the record) can be expressed a 2004 pricesor the
RBS an CDFA data can beexpressed in 2005 prices. Onceal these energy
costsare expressed consistently, they could be combined using an appropriate
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Table8. Electricityand Natural Gas Price Projections

Industrial Electricity Industrial Natural Gas

EIA' outiook  PPP, Series | EIA outlook PPI, Series

Y ear price WPU 0543 price WPU 0553
1997 1328 130.8 359 109.3
1998 1313 130.0 314 103.6
1999 1298 128.9 312 103.3
2000 13.60 1315 445 139.0
Historic 2001 14.80 1411 524 1773
values 2002 14.30 139.9 4.02 1365
2003 14.98 145.8 5.89 1805
2004 15.88 147.2 6.47 201.7
2005 16.69 156.2 8.16 2494
Preliminary 2006 18.26 172.8 745 245.2
2007 18.77 1741 7.36 2344
2008 18.85 174.8 7.29 232.1
2009 1852 172.1 6.74 2150
2010 18.01 168.0 643 205.2
Projections 2011 17.25 161.8 6.02 1925
2012 16.79 158.0 587 187.7
2013 16.59 156.4 5.68 181.9
2014 1647 1554 5.69 182.2
2015 16.46 155.3 5.65 180.9

! EIA = Energy Information Administration, U.S. Department of Energy

2 PPl = Producer Price Index asreported by the Bureau of Labor Statistics, U.S. Department of
Labor, projectionsare by USDA AMS Dairy Programsand based upon EIA price projections

weighting to establish a 2004 or 2005 base energy cost. The make adjustment
formulascan use the corresponding annual average PPIs asthe denominators,
with current PPIsas numerators.

Table 9 displays manufacturing costs and associated energy costsfrom the CDFA study.® The
CDFA study coversthe calendar year 2004 while the Cornell study basically coversthe period
from July 2004 through June 2005.* For thisanalysis, the July 2004 through June 2005 period
of the Comell tudy ischosen asthe base period. CDFA dataisindexed using the
corresponding PPIsin order to make data from the two studiesconsi stent with this base period
(Table 10). Weighted average base-period make allowancesare then computed (Table 11).

? Since data from the Rural Business CooperativeServicewas not used to determinemake allowancesfor the
InterimFinal Rule, it isnot used inthisanalysis.
* The Cornell study states:

Plantswere allowed to select the most recent twelve-month period which corresponds to their
fiscal year. Becausethe plants have somelatitudefor time period, the results do not correspondto
acalendar year or even to the sametwelve-monthperiod. The most common 12-month time
period wasfrom July 2004 through June 2005. These 12 months encompass about 63 percent of
the observations. Another 21 percent of the observationswere from earlier months and the
remaining 16 percent were more recent.
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Figure 1. Producer Price Indices With Projections for Industrial
Electricity and Natural Gas
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Source: Higtorical data asreported by the Bureau of Labor Statistics, U.S. Department of Labor,
projectionsby USDA AM S Dairy Programsbased upon priceprojectionsfrom Energy |nformation
Adminigration,U.S. Department of Energy.

Datafrom the Cornell study concerning energy costs per pound have not yet been
released to the public. For illustrative purposes, this analysis assumesthat energy costs of
plants surveyed for the Cornell study are in the same proportionto total manufacturing costs
asfiom the CDFA study adjusted for thetime-period difference. Base-period make
allowancesand energy costs using these assumptionsare displayedin Table 12. Using base-
period makeallowancesand energy costsalong with PPl projections, indexed energy costs
and the corresponding make allowancesare computed for the projection period (Table 13).
The cheeseand whey make allowancesare higher those of the Interim Final Rule through
2011 and then fall below that level. The NFDM makeallowanceis higher than that of the
Interim Final Rulethrough 2010, but falls below that level thereafter. Butter, which has
energy costs more heavily weighted with electricity, has higher make allowancesthroughout
the projection period.

An econometricanalysiswas performedfor this proposal and is labeled as Scenario J.
Averagechangesin makeallowancesare listed in Table2. A summary of resultsof an
econometricanalysisof this proposa isfound in Table 3. Over the nine-year projection
period, changesin make allowancesare very small on average, rounding to $0.001 for each
product. Average changesin al of the milk pricesare $0.00 per cwt, and there isno change in
average producer revenue over the nine-year projection period.
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Table 9. CDFA Datafor 2004

Electricity (Average PPl = 147.2)

Fuels (Average PPl = 201.7)

Weighted Avg.
Mfg. Costs Dollars Percent Dollars Percent
Cheese 0.1769 0.0086 4.86 0.0078 441
Butter 0.1368 0.0091 6.65 0.0019 1.39
NFDM ' 0.1733 0.0208 12.00 0.0253 14.60
Whey 0.2673 0.0334 12.50 0.0226 845

! Energy costsfor NFDM differ from those in NMPF's testimony at the previoushearing. For NFDM, costs for
medium cost plantswere used in computing make allowancesfor the Interim Final Rule. CDFA energy costsfor

medium-cost plantsare used for thisanalysis.

Table 10. CDFA Datafor 2004 with Electricity and Fuel Costs Indexed to July 2004-June2005

Electricity (Average PPl = 150.1)

Fuels (Average PPl = 213.4)

Adjusted
Weighted Avg.
Mfg. Costs " Dollars Percent Dollars Percent
Cheese 0.1775 0.0088 494 0.0083 4.65
Butter 0.1371 0.0093 6.77 0.0020 147
NFDM 0.1752 0.0212 1211 0.0268 15.28
Whey 0.2693 0.0341 12.65 0.0239 8.88
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Table 11. Calculation of July 2004-June2005 Base Make Allowancesfor Scenario J (CDFA data adjusted for energy

price changesin between CDFA and Cornell study time periods

IChaeee

NFDM

Weighted averagecost, Cheddar cheese, $/pound:

Weighted average cost, $/pound:

CDFA Study ' 0.1775 CDFA Study--mediumcost plants 0.1752
Cornell Study > 0.1638 Cornell Study 4 0.1423
2005 volume, American cheese?, 1000 pounds: 2005 volume, 1000 pounds:

Cdifornia Cdifornia 506,452
Cheddar 522,624 U.S. other than California 679,652|
Colby and Monterrey Jack 332,080 us 1,186,104
Total American 854,704

Welghted average cost per pound

U.S other than Cdlifornia . Before salesand administrative costs 0.1563
Cheddar 2,529,791 Sales and administrative costs 0.0015|
Colby and Monterrey Jack 428,455 Proposed make allowance 0.1578]
Total American 2,958,246

U.s.

Cheddar 3,052,415
Colby and Monterrey Jack 760,535 Butter
Total American 3,812,950
Weighted average cost, $/pound:

Weighted averagecost per pound: CDFA Study 0.1371

Before sales and administrative costs 0.1669 Cornell Study 0.1108

Sales and administrativecosts 0.0015

Proposed make alowance 0.1684 2005 volume; 1000 pounds:

' California 407,872
U.S. other than California 939,355
us 1,347,227
Whey
Weighted average cost per pound:
Weighted average cost, $/pound: Beforesales and administrative costs 0.1188
Sales and administrative costs 0.0015|

Cornell Study 0.1941 Proposed make allowance 0.1203|

Sales and administrativecosts 0.0015

Proposed make allowance 0.1956

! Based on Weighted Average Manufacturing Costsfor Butter, Nonfat Powder, Skim Whey Powder and Cheddar
Cheese, California Department of Food and Agriculture, Costsfor Calendar Y ear 2004, Amended January 2006--
Adjusted using Producer Price Indicesfor Electricity and Natural Gas

2 Cost of Processingin Cheese, Whey, Butter, and Nonfat Dry Milk Plants, by Mark Stephenson, Cornell Program on

Dairy Marketsand Policy, September 2006

* Source for al volumes: USDA, National Agricultural Statistics Service, 2005 values
* The text of the Cornell study indicatesthat the weighted average nonfat dry milk manufacturingcostsis$0.1410 per

pound. Thiswascorrected to $0.1423 per pound a the hearing.
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Table 12. Assumed July 2004-June 2005 Base Make Allowancesand Energy CostsBased Upon CDFA Adjusted

Proportions
Make Allowances Electricity Fuels
With CDFA data adjusted to
07/04 t0 06/05 base period Average PPl = 150.1 Average PPl =2134
Includingsales  Excluding
From Interim| and admin. sales and
Product Final Rule costs admin. costs ' Dollars Percent Dollars Percent
Cheese 0.1682 0.1684 0.1669 0.0082 494 0.0078 4,65
Butter 0.1202 0.1203 0.1188 0.0080 6.77 0.0017 147
NFDM 0.1570 0.1578 0.1563 0.0189 1211 0.0239 15.28
Whey 0.1956 0.1956 0.1941 0.0246 12.65 0.0172 8.88

! Make allowancesexcluding sales and administrative costs are usd to determine assumed energy costs based on
proportionsfrom adjusted CDFA data.
? Percentagesfor electricity and fuels for thistable matchthose in Table 10,
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Table 13. Indexed Energy Costs and Effective Make Allowancesfor Scenario J

Cheese
Electricity Fuels
Change
Non-energy Effective from
PP, Series Costper |PPl, Series Costper | costsheld  make Interim
Year [WPUO0543 pound |WPU 0553 pound constant  allowance Fina Rule
Base 0710406104  150.1 0.0082 213.4 0.0078 0.1524 0.1684 0.0002
2007 174.1 0.0095 2344 0.0086 0.1524 0.1705 0.0023
2008 174.8 0.0095 232.1 0.0085 0.1524 0.1704 0.0022
Proposd results| 2009 172.1 0.0094 2150 0.0079 0.1524 0.1697 0.0015
using 2010 168.0 0.0092 205.2 0.0075 0.1524 0.1691 0.0009
projected PPIs 2011 161.8 0.0088 1925 0.0070 0.1524 0.1683 0.0001
2012 158.0 0.0086 187.7 0.0069 0.1524 0.1679 -0.0003
2013 156.4 0.0085 181.9 0.0066 0.1524 0.1676 -0.0006
2014 1554 0.0085 182.2 0.0067 0.1524 0.1675 -0.0007
2015 155.3 0.0085 180.9 0.0066 0.1524 0.1675 -0.0007
Butter
Electricity Fuels
Change
Non-energy Effective from
PP, Series Costper |PPl, Series Costper | costshedd — make Interim
Year |WPUO0543 pound |WPU 0553 pound constant  allowance Find Rule
Base 0710406104 150.1 .  0.0080 213.4 0.0017 0.1106 0.1203 0.0001
2007 1741 0.0093 234.4 0.0019 0.1106 0.1217 0.0015
2008 174.8 0.0093 232.1 0.0018 0.1106 0.1218 0.0016
Proposd results| 2009 172.1 0.0092 215.0 0.0017 0.1106 0.1215 0.0013
using 2010 168.0 0.0090 205.2 0.0016 0.1106 0.1212 0.0010
projected PPIs 2011 161.8 0.0086 1925 0.0015 0.1106 0.1208 0.0006
2012 1580 ° 0.0084 187.7 0.0015 0.1106 0.1205 0.0003
2013 156.4 0.0083 181.9 0.0014 0.1106 0.1204 0.0002
2014 1554 0.0083 182.2 0.0015 0.1106 0.1203 0.0001
2015 155.3 0.0083 180.9 0.0014 0.1106 0.1203 0.0001
Table 13 continued on next page.
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Table 13 continued

Nonfat dry milk
Electricity Fuels
B Change
) ‘Non-energy  Effective from
PP, Series Costper |PPI Series Costper | costsheld make Interim

Year |WPUO0543 pound |WPUO0553 pound constant  allowance Fina Rule

Base 07/04-06/05]  150.1 0.0189 213.4 0.0239 0.1150 0.1578 0.0008

2007 174.1 0.0219 2344 0.0263 0.1150 0.1632 0.0062
2008 174.8 0.0220 232.1 0.0260 0.1150 0.1630 0.0060
Proposal results] 2009 172.1 0.0217 215.0 0.0241 0.1150 0.1607 0.0037
using 2010 168.0 0.0212 205.2 0.0230 0.1150 0.1591 0.0021
projected PPIs 2011 161.8 0.0204 192.5 0.0216 0.1150 . 0.1569 -0.0001
2012 158.0 0.0199 187.7 0.0210 0.1150 0.1559 -0.0011
2013 156.4 0.0197 181.9 0.0204 0.1150 0.1551 -0.0019
2014 1554 0.0196 182.2 - 0.0204 0.1150 0.1550 -0.0020
2015 155.3 0.0196 180.9 0.0203 0.1150 0.1548 -0.0022
Dry whey L ..
Electricity | Fuels
Change
: : ‘Non-energy  Effective from
. PPI, Series  Costper |PPI, Series  Cost per | costsheld make Interim
Year |WPU 0543  pound | WPU 0553  pound constant __ allowance Final Rule
Base 07/04-06/05]  150.1. 0.0246 2134 00172 01538 0.1956 0.0000
2007 174.1 0.0285 2344 0.0189 0.1538 0.2012 0.0056
2008 1748 0.0286 2321 0.0187 0.1538 02012 0.0056
Proposal results 2009 1721 0.0282 2150 0.0173 0.1538 0.1993 0.0037
using 2010 168.0 0.0275 205.2 0.0165 0.1538 0.1979 0.0023
projected PP1s 2011 1618 0.0265 1925 0.0155 0.1538 0.1958 0.0002
2012 1580 . 0.0259 187.7 0.0151 0.1538 0.1948 -0.0008
2013 156.4 0.0256 1819 0.0147 0.1538 0.1941 -0.0015
2014 1554 0.0255 182.2 0.0147 0.1538 0.1940 -0.0016
2015 155.3 0.0255 180.9 0.0146 0.1538 0.1938 -0.0018
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